


Monthly Letter on 


Economic Conditions 
Government Finance 





General Business Conditions 


HE Korean cease-fire proposals, com- 
ing at a time when business in many 
lines was already experiencing indi- 
gestion from the buying spree of the 
‘past year, have intensified the feelings 
of uncertainty that have been spreading through 
the business community. Whereas only a few 
months ago inflationary psychology was ram- 
pant, and business as well as the public at large 
was “buying its head off’ in fear there wouldn't 
be enough goods to go around, today sentiment 
is much more cautious. Not only have questions 
arisen as to the effect of Korean developments 
on the magnitude and timing of the defense 
build-up, but people have begun to wonder 
whether the country’s capacity to produce both 
guns and butter has not been underestimated. 


In consumer goods lines generally, buying has 
continued slack and manufacturers, wholesalers, 
and retailers have become concerned with re- 
ducing excessive inventories. Despite efforts to 
push sales and some limited curtailment of pro- 
duction during the spring, inventories of manu- 
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facturers, according to the Department of Com- 
merce, were continuing to increase through the 
end of June. With the continuance of the buy- 
ing lull into July, manufacturers have been more 
disposed to take the bull by the horns and trim 
production in earnest in the hope of working off 
excess stocks. Thus curtailment has been spread- 
ing, in such lines as textiles, shoes, and house 
furnishings. At the same time wholesale prices, 
with notable exception of the metals, have con- 
tinued to sag, with weakness in primary com- 
modities tending to extend into semi-finished 
and finished goods areas. 


A Mixed Picture 

In contrast with the industries in which pro- 
duction is being cut back because of poor de- 
mand and excessive inventories are others in 
which the limiting factors have been govern- 
ment credit restrictions and materials shortages. 
Prominent among these are private residential 
building, now showing the effects of govern- 
mental moves to tighten mortgage credit, and 
the automobile industry, whose output is held 
down to 1,200,000 passenger cars this quarter 
and 1,100,000 in the fourth quarter, to conserve 
supplies for the defense effort. 


To what extent the market for motor cars and 
other consumer hard goods could absorb addi- 
tional production were controls lifted is a moot 
question. That some slowing down in output 
from the breakneck pace of earlier months was 
inevitable is generally conceded. At all events 
the situation reveals the paradox in which some 
lines are being forced to curtail because of lack 
of demand and overburdening stocks, and others 
because overall demands are so great that there 
are not enough materials to go around. 

In a third group of industries, more direct} 
related to defense, production is being main- 
tained at high levels or is being increased. These 
include steel, machinery, industrial construction, 
railway equipment, most chemicals, petroleum, 
non-ferrous metals, aircraft, and many com- 
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panies in miscellaneous lines working on defense 
contracts. These industries weigh so heavily in 
the business life of the country that their activity 
offsets in great part the slackening elsewhere, 
and the employment and purchasing power 
which they create support the general situation. 


Overall Output Well Sustained 

Thus, on an overall basis, production, employ- 
ment, and national income fa been well sus- 
tained. The June index of industria] production 
computed by the Federal Reserve Board stood 
at 222 (1935-39 = 100), about where it had been 
since March. Civilian employment in June, ac- 
cording to the Department of Commerce, rose 
600,000 over May to a new high for the year of 
61,800,000. 

The curtailment already referred to, together 
with vacation shutdowns, can be expected to 
bring the production index down during the 
summer. A rebound after the holiday season, 
however, is the rule, and the lengthened vaca- 
tions in the textile and other soft goods plants 
will help get the markets in order. 


The Defense Build-Up 

In the long run, the governing factor will be 
the rate of expansion of the defense program. 
On this point, the testimony of two recently pub- 
lished official documents is impressive — (1) De- 
fense Mobilization Director Wilson’s second 
quarterly report to the President, prepared in 
June and issued July 4, and (2) the President’s 
Mid-year Economic Report to Congress, ren- 
dered July 23. 

According to the Wilson report, armament 
orders in the second quarter amounted to $10 
billion, bringing the total since Korea to $42 
billion. Outstanding orders at the time of the 
report amounted to $32 billion ($10 billion hav- 
ing been delivered), and they are expected to 
increase month by month. With industry still 
tooling up, deliveries of end-items plus construc- 
tion have reached $1.5 billion monthly, and the 
delivery rate is scheduled to keep rising until 
it reaches $4 billion monthly by June 1952. On 
an annual basis this means a rise from the cur- 
rent rate of $18 billion to one of $48 billion a 
year hence, the latter total comparing with the 
aunual rate of gross national product (total 
goods and services) in the second quarter of 
this year of some $329 billion. 

Three weeks later, the President in his report 
to Congress, outlined the security program in 
equally striking terms, as follows: 

Our total security program costs have now reached 


an annual rate of more than $35,000,000,000. In terms 
of constant prices, this is almost twice the level of a 


year ago, and 50 per cent above the level of six months 
ago. These costs are scheduled to increase to an annual 
rate of more than 50 billion dollars by the end of this 
year, and to nearly 65 billion by the middle of 1952. 
The proportion of the Nation’s total output devoted to 
security purposes, which was about 6 per cent before 
Korea and is about 11 per cent at present, will rise to 
approximately 15 per cent by the end of 1951, and 
will opens 20 per cent by a year from now... 


The major part of the scheduled increase of almost 
$30,000,000,000 in the annual rate of securi di- 
tures from the middle of this year to the middle of 1952 
will involve procurement of aircraft, weapons, tanks, 
and other military end items, and some of the specialized 
equipment used in their production. Within the next 
twelve months, hard goods deliveries are scheduled to 
rise from a monthly rate of about $1,000,000,000 to 
about three times that amount. During the same per? 
aircraft deliveries are to be tripled, and the tank-auto- 
motive program increased to four times the present 
rate of deliveries. 

While peace in Korea might bring some re- 
tardation of this pace of military build-up, with 
consequent lessening of inflationary pressures, 
there seems little doubt but that the American 
people are determined to go forward with at 
least the greater part of this program. On this 
assumption even the gigantic resources of this 
country will have to be fully utilized as the 
program develops. This is only another way of 
saying that the long run prospect is for peak 
production, full employment, and massive pur- 
chasing power for consumers’ goods and services. 
Despite the current price softening and buying 
slack which make the inflationary dangers pres- 
ently seem less urgent, there is still danger that 
we shall try to do too much. We cannot safely 
undertake to carry the huge defense program, 
plus global foreign aid, while at the same time 
continuing to indulge in all sorts of extravagances, 
public and private, in other directions. 


The Half Year’s Earnings 


Our tabulation of the statements issued thus 
far by 515 corporations, comprising for the most 
part the = manufacturing organizations but 
including also a limited number of companies 
in the mining, trade, and service industries, 
shows for the first half year a combined net in- 
come of approximately $2.6 billion after taxes. 
This was 8 per cent above the first half of 1950, 
before the outbreak in Korea, but 14 per cent 
below the last half of 1950, when the post-Korea 
civilian goods boom was running full blast. 

The gain by this group of companies over the 
first half of 1950 was all made in the first quar- 
ter, when total net income after taxes of $1,299 
million was 16 per cent above that of a year ago. 
In the second quarter, net income declined 
slightly to $1,285 million and was 7 per cent 
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below that of a year ago, although volume of 
business and operating earnings were much 
higher this year. The trend of net income dur- 
ing the past year and one-half is indicated by 
the following quarterly totals: 


Net Income of 515 Leading Corporations 
(In Millions of Dollars) 


1950 First quarter $ 1,116 
Second quarter 1,388 








First half year 


Third quarter 1,540 
Fourth quarter 1,468 








Second half year 


First quarter inbaiciiaommamas aaa 
Second quarter 1,285 





First half year 2,584 

The accompanying condensed summary shows, 
by major industrial groups, the changes in net 
income for the second quarter and the first half 
year as compared with the same periods of 1950. 
For the first half year, about two out of 
every three reporting companies showed an in- 
crease in net income over the first half of 1950. 
For the second quarter alone, the numbers show- 


ing increases and decreases as compared with 
1950 were about evenly divided. 


Among the more important industries which 
operated at a high rate in response to the tre- 
mendous demands for their products, and whose 
net earnings showed increases over the first half 
of 1950, were petroleum, chemicals, paper, ma- 
chinery, office equipment, railway equipment, 
and various other metal goods. In most cases, 
however, the second quarter comparisons are 
less favorable than those for the half year. 





Among the groups showing reduced earnings 
compared with last year were iron and steel, 
automobiles and trucks, auto parts, electrical 
equipment, cement-glass-stone products, some 
branches of the food industries, and tobacco. 
With the dollar volume of sales in most of these 
lines up only moderately above the first half of 
1950, rising labor and material costs and steeply 
increased income taxes cut deeply into net in- 
come after taxes. Numerous companies were 
affected adversely by the tapering off of the 
post-Korea boom and the accumulation of ex- 
cessive inventories. Severe slumps in second 
quarter sales and earnings were experienced by 
some of the well-known producers of auto- 
mobiles, television sets, household appliances, 
carpets and rugs, building materials, textiles, 
and apparel. Other companies suffered from 
curtailment of supplies for producing peace- 
time goods, delay in getting into quantity pro- 
duction of military goods, and a squeeze in 
profit margins between rising costs and taxes 
and OPS ceilings on selling prices. 


Greater Sales, But No Greater Profit 


The way in which increased operating earn- 
ings resulting from the expansion in sales were 
pared down by federal taxes may be seen from 
an analysis of the reports of 325 manufacturing 
corporations which give detailed income state- 
ments including sales figures. Following is a 
composite statement of these companies for the 
first half years 1950-51. 





NET INCOME OF LEADING CORPORATIONS FOR THE SECOND QUARTER AND FIRST HALF YEAR 
(In Thousands of Dollars) 


Reported Net Income Reported Net Income 
>< Industrial Half 


Groups 1950 
$ 34,795 
23,388 
15,716 


25,975 
23,476 


Per Cent 
Change 


$ 70,758 





$ 65,665 
44,173 
26,576 
51,150 
64,682 


ed 





Tobacco products 
Textiles and apparel 
Pulp and paper products 
Chemicals, paint, etc. 
Drugs, soap, cosmetics 
Petroleum products 
Cement, glass, and stone 
Iron and steel 
Building, heating, plumbing equipment — 
Electrical equipment, radio and television 17,296 63,791 
Machinery 31,378 31,985 
Office ip iS sas 15,089 18,840 
Automobiles and trucks 292.346 147,964 
Automobile parts 83,232 27,164 
Railway equipment 10,954 16,453 
Other metal products 44,698 46,607 
Miscellaneous manufacturing 17,732 24,973 


Total manufacturing 1,822,957 1,216,853 

Mining and quarrying* 45,662 

Trade (retail and wholesale) 7,534 6,459 

Service and amusement industries 11,469 12,003 
515 Total $1,887,622 $1,284,902 


* Net income is reported before depletion charges in some cases. 
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13,928 13,369 





30,482 
519,009 
58,741 
17,498 
73,195 
34,293 


2,387,106 
$1,201 
12,173 
23,637 


$2,504,117 
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302,461 
51,036 
29,992 
96,668 
49,123 


2,448,645 


97,323 
15,016 
22,628 


$2,583,612 
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Sales and Net Income of 325 Manufacturing Corporations 
Reporting Sales for the First Half Year 
(In Millions of Dollars) 
1950 1951 


Receipts from sales, etc... $22,695 $28,954 
Total costs, except taxes.. 19,135 23,567 


Earnings before taxes .. 8,560 5,287 
Fed. income & e. p. taxes 1,443 8,250 


Change % Change 
+6,259 + 28 
+4,432 + 28 





41,827 + 51 
41,807 +125 





Net income after taxes... 2,117 2,137 + 20 
Taxes to income before 

ae EE Se Sa eee, 41% 60% 
Net income per gales dol. 9.8¢ 7.4¢ 

Total receipts of these companies from sales, 
other operations, investments, etc., in the first 
half of this year aggregated approximately $29.0 
billion. This was an increase of $6.2 billion or 
28 per cent over the first half of 1950, caused 
partly by the rise in physical production to new 
high levels and partly by the inflation in com- 
modity prices. Total costs, other than income 
taxes, increased by $4.4 billion or 23 per cent, 
so that earnings before taxes rose by $1.8 billion 
or 51 per cent. 


Federal taxes on income, however, rose by 
$1.8 billion or 125 per cent, thus taking away 
practically all of the gain. The proportion of 
operating income taken by such taxes rose, for 
the group as a whole, from 41 to 60 per cent. 
Rates in effect this year are 47 per cent for the 
normal tax and surtax, and 77 per cent for the 
excess profits tax, with an overall ceiling on all 
three combined of 62 per cent. Proposed further 
increases in the Revenue Act of 1951, now 
pending in the Senate and to be made retroac- 
tive to January 1, are 52 per cent for the normal 
tax and surtax, and §2 per cent for the excess 
profits tax, with an overall ceiling of 70 per cent. 
A few reports for the first half year stated that 
taxes were computed at these increased rates 
now pending. 

Average net profit margin on sales was nar- 
rowed, as shown in the table, from 9.3 to 7.4 
cents per sales dollar. Despite the fact that 
these 325 leading corporations, representative of 
almost all major lines of manufacturing, sold 
$6.2 billion more in goods and services than a 
year ago, and operated with substantially larger 
invested capital, they were unable — because of 
federal taxes — to retain any greater net income 
after taxes for their own use. 


The New Tax Bill 


With the adoption by ihe House of Represen- 
tatives on June 22 of the new $7.2 billion tax bill, 
this measure has now passed to the Senate. 
During the past month the Senate Finance Com- 
mittee has been conducting hearings at which 
Secretary Snyder, other government officials, and 





representatives of business, labor, farmers, and 
other interested groups have appeared to present 
their views. 


As approved by the House, the bill calls for 
the largest tax boost in history. Even so it falls 
short of the $10 billion additional requested by 
the Administration to balance the budget now 
estimated at $68.4 billion for the current fiscal 
year ending next June. 


The House bill has been severely criticized for 
getting the money in the wrong places. Roswell 
Magill, chairman of the Committee on Federal 
Tax Policy and formerly Undersecretary of the 
Treasury, has characterized it as “probably the 
most badly devised tax measure in our history.” 
Senator George, chairman of the Senate Finance 
Committee, charged the House with using a 
“meat axe approach” in raising taxes. 


Secretary Snyder, in his appearance before the 
Senate Finance Committee, reiterated his request 
for a $10 billion tax increase, as against the $7.2 
billion approved by the House. To achieve this 
he recommended lifting personal income taxes 
another billion over the House figure, and trip- 
ling excise tax increases from the $1 billion voted 
by the House to the $3 billion originally pro- 
posed by the President. 


Representatives of business, in testifying, 
stressed the importance, first, of cutting back 
non-essential government expenditures, and of 
covering the balance of funds required by lean- 
ing as much as possible on consumption taxes 
such as sales and excise taxes, rather than on 
further increases in the already stiff rates of the 
corporate and personal income taxes. Represen- 
tatives of labor, on the other hand, opposed in- 
creases in consumption taxes, and advocated 
higher taxes on corporate incomes and on per- 
sonal incomes, especially in the middle and 
upper brackets. 


What Principles Should Govern 
In weighing this testimony and formulating its 
amendments to the House bill, the Senate Fi- 
nance Committee will have to consider two 
broad questions — (1) how much to tax, and (2) 
how to distribute the tax load. 


On the first point, the answer lies largely with 
what Congress does about cutting expenditures. 
To the extent that expenditures can be pared 
down the need for additional money to balance 
the budget will be lessened. Congress so far has 
failed to complete passage of any of the 1952 
appropriation bills. A hard fight is being waged 
between continued free spending and retrench- 
ment, with the issue still in the balance. Some 
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cutting is being done, but not enough to obviate 
the need for more taxes. 


As to the second point — distribution of the 
tax load — the Committee on Federal Tax Policy 
(50 West 50th St., New York) offers good advice 
in its recently issued brochure, “Financing De- 
fense: The Tax Program”, when it says: 


First, there will be least injury when the tax load is 
distributed over the broadest possible base. There is no 
single form of taxation, not even the tax on net income, 
that is capable of producing all of the revenue that 
will be required without the levy of tax rates that would 
be seriously damaging to the economy. We must give 
up the notion that somewhere there is a tax that will 
be paid only by others and that will produce enough 
revenue to pay all of the bills. There is no such tax. 
Everybody must pay a share of war costs, whatever his 
income may be. This time it is not a question of some 
working in the sun while others sit in the shade. 

Second, we must avoid, to whatever degree possible, 
the levy of additional taxes in a manner or to an extent 
that will intensify the adverse effect that taxation has 
on the incentives to produce. It is never wise to increase 
taxation to the point at which too many people work 
only part-time and with half-hearted energy or stop 
working altogether. 


Put still more succinctly, this means, first, 
everyone must pay; and, second, we must safe- 
guard incentives — don’t kill the goose that lays 
the golden eggs. 


How does the present bill stack up in the light 
of these principles? 


The Personal Income Tax 
Taking, first, the personal income tax, the fol- 

lowing table shows what an extra dollar of earn- 
ings is worth to a married taxpayer with two 
dependents at various income levels. Compari- 
son is made of the Revenue Acts of 1948 and 
1950, the original House Ways and Means pro- 
posal on the present bill for a 8 percentage point 
increase in each bracket, and the flat 12% per 
cent rise in the tax all along the line finally voted 
by the House — on the theory that the 8 point in- 
crease would be “too hard on the little fellow” 
and “too easy on the rich.” 
What an Extra Dollar of Earnings is Worth to the 

Taxpayer at Various Income Levels 

For a married man with two dependents 

The taxpayer has left from an 
additional dollar’s earnings: 


Under Under Present Rates Under 
Revenue Act Revenue Act Raised House 


of 1948 3 Points Bill 


Figures rounded to nearest cent. 
The table brings out the increasing severity of 
the rates, as enacted and proposed since Korea, 


89 


particularly in the upper brackets. Already, 
under the Revenue Act of 1948 in effect before 
Korea, the taxpayer with a wife and two de- 
pendents and an income of $32,000 or higher 
found his after-tax share of a dollar of extra 
earnings cut to 59 cents or less, depending on his 
income bracket. Under the Revenue Act of 1950, 
enacted after Korea and now in effect, his share 
would be cut to 53 cents or less. 


It is on top of these already high rates that 
still more confiscatory rates are now proposed. 
The 3 point increase first proposed by the Ways 
and Means Committee was severe enough in its 
effect upon these higher incomes, a* shown by 
the table. The flat 1214 per cent increase later 
adopted by the House hits even harder. How 
much harder is brought out by the next table 
showing, for various income levels, what the 
percentage change in take-home income per 
dollar of extra income would be under these two 
proposals as compared with the present law. 


Percentage Changes in Take-Home Income per Dollar of Extra 

Income at Various Income Levels, under Proposed Increase of 

3 Points and Proposed 121%4% Increase as Compared with 
Present Law 


Percentage Changes from 1950 Act 
3 Point Increase 12%% Increase 


Gross 
Income 


— 3.7 
— 3.8 
— 43 
— 5.7 
* — 7.9 
128,000 —13.6 
350,000 —30.0 


In short, what this bill does, as expressed in 
the testimony of Mr. J. Cameron Thomson in be- 
half of the Committee for Economic Develop- 
ment, is to systematically cut the incentives the 
most where the existing tax is already most 
burdensome. 


And for what purpose? According to figures 
presented by Mr. Thomson, the whole rate in- 
crease imposed in the brackets whose rates are 
already 50 per cent or higher would yield only 
about $400 miliion of additional revenue — one- 
half of one per cent of the 1952 budget. 


The Corporate Income Tax 


Under the House bill, taxes on all corporate 
income, including excess profits, would go up 
5 percentage points, retroactive to January 1. 
Rates on the first $25,000 of earnings would go 
from the present 25 per cent to 30 per cent, and 
those on the balance of regular earnings from 
47 to 52 per cent. In addition, the bill chopped 
the excess profits tax base average earnings 
credit from 85 to 75 per cent, raised the rate of 
tax from 77 to 82 per cent, and approved a 
further hike in the maximum overall ceiling on 
the amount of earnings the Government could 
take in taxes from 62 to 70 per cent. 
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Here again, as in the case of the personal in- 
come tax, the crucial thing is the effect on in- 
centive when the Government claims the lion’s 
share of the income of any taxpayer? With the 
jacking up of the excess profits tax, all the well- 
known evils of that tax are accentuated — the 
discouragement of initiative, the penalty placed 
upon vigorous, growing companies, and the en- 
couragement of corporate waste and extrava- 
gance. 


The action of the House in lowering the excess 
profits tax average earnings credit to 75 per 
cent of the pre-Korea base period is particularly 
objectionable, in that it makes 25 per cent of a 
corporation’s prewar earnings subject to this 
penalty taxation. The tax becomes not a war 
profits tax but a high profits tax masquerading 
in the former’s clothing. The House move in- 
troduces the principle of profit limitation which 
a good many people have been itching to foist 
on the American system for a long time. Current 
hearings before the Senate committee have 
brought out some strange results of the present 
excess profits tax despite the effort when it was 
passed to alleviate the most serious inequities. 


The higher tax rates called for in this bill will 
apply at a time when the corporations are hav- 
ing to spend billions of dollars for new facilities 
to supply defense needs and the civilian econ- 
omy. Either these taxes, amounting to anywhere 
from 52 to 70 per cent of earnings, will have to 
be passed on to the consumer, with inflationary 
effects, or they will have to come out of funds 
that would otherwise be available for plowing 
back into expanded production and for paying 
the dividends necessary to attract new outside 
capital. 

Fortunately, for many of the companies the 
deterrent of current high tax rates on expansion 
has been partly offset by the provision for ac- 
celerated depreciation of projects qualifying as 
essential to defense. While this does not increase 
over the long run the total depreciation that 
may be deducted for tax purposes, it permits 
companies to deduct more in the earlier years. 
In this way an immediate tax saving is realized 
which releases funds for providing needed facili- 
ties. Without these tax concessions industry 
could never have gone ahead as it has. 


Shareholders Hit Twice 
Probably few people, even among corporate 
shareholders, realize the extent to which profits 
are shaken down by the tax collector by the time 
they have passed the twin toll gates of the steep 
corporate and personal income taxes. Profits 
which are undistributed — and reserved for ex- 


pansion or other needs — of course escape this 
double taxation. But even so, under the House 
bill they would be clipped at rates ranging up 
to 70 per cent, a figure far in excess of the 52% 
per cent rate in the British tax structure. _ 

It is the profits earned and distributed to 
shareholders that become subject to the double 
taxation, the total tax levy depending upon the 
average tax rate borne by the corporation and 
the personal income tax bracket of the share- 
holder. The table below gives figures showing 
combined effective rates of the proposed cor- 
porate and personal income taxes, for selected 
personal income tax brackets, along with com- 
parable figures for the United Kingdom. In the 
United Kingdom, which has no excess profits 
tax, the taxation of individual incomes is more 
severe but a shareholder receives partial credit 
for taxes paid by the corporation. 

Taxation on the Corporation Profits’ Dollar in the United 
States and the United Kingdom. 


——vU. S. (House Bill)— —U. K.— 
Reg. Rate* Max. Rate 


Undistributed profits 52 ~cents 70 cents 52.75 cent- 


Distributed profits 
Shareholder’s tax bracket: 


0 — $ 2,000 62.8 cents 76.75 cents 173.75 cent- 
$10,000 — $12,000 72.52 cents 82.825 cents 82.5 cents 
$30,000 — over 93.36 cents 98.35 cents 98.75 cent 


In these comparisons, no allowance has been attempted for 
personal exemptions, deductions, or the splitting cf income of 
husband and wife for tax purposes in the U. S. While the 
British tax law does not allow this latter provision, it imposes 
no tax on capital gains. 

* Rate on first $25,000 of corporation income is lower. 

Under the House formula a typical corpora- 
tion would have some of its earnings taxed as 
“excess profits”, at 82 per cent, and its average 
tax rate pushed up toward the prescribed 70 og 
cent ceiling. Thus, on the profits made and dis- 
tributed to the shareholder, the combinea cor- 
porate and individual levy would in many cases 
equal if not exceed that in the United Kingdom. 

These are matters that Congress might well 
ponder. Expansion through re-investment of 
profits has provided the means for growth of 
many of our largest and most successful enter- 
prises. At the same time, the double bite taken 
on distributed profits makes it hard for corpora- 
tions to sell more stock except where —for one 
reason or another — they are able to realize un- 
usually large profits before tax. Then, of course, 
they are apt to be denounced as profiteers. 


Income Taxes Worked to Death 
The fact is that in this country income taxes, 
both personal and corporate, have been worked 
to death. This is shown in the high rates to 
which they have been pushed, and in the top- 
heavy proportion they now represent of the total 
federal revenue—over 80 per cent. Probably 
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in no other country in the world is the revenue 
so heavily dependent upon this of tax. In 
Great Britain and Canada only about half the 
total revenue is in the form of such taxes. 


Still other indications that the income tax has 
been getting too greedy have been the growing 
symptoms of revolt on the part of the taxpayer. 
One manifestation has been the progress of the 
proposal for a Constitutional amendment pro- 
hibiting the Federal Government (save in war- 
time) from taking more than 25 per cent of an 
individual's or a company’s income, with a simi- 
lar limit on gift and inheritance taxes. While the 
proposal, now approved by twenty-one State 
legislatures, may not be the soundest way of 
dealing with this problem, it appeals to the har- 
ried taxpayer as holding some promise of a curb 
en the unlimited authority of the Federal Gov- 
ernment to pick his pocket. 


Far more important than such organized move- 
ments has been the spontaneous resistance of 
countless individual taxpayers, expressing itself 
in various forms of tax avoidance. As the tax 
bears down more and more heavily, more peo- 
ple seek the sanctuary of tax-exempt investment. 
Others turn in desperation and resentment to 
the less legitimate devices of income conceal- 
ment. Some even defy the Treasury —as the 
housewives who refuse to withhold and remit 
social security taxes on their domestic help. 
Thus non-compliance becomes more general 
and the revenue system is weakened. Our tax 
system has been administered successfully be- 
cause it has had the voluntary support of the 
public. This becomes impossible when people 
feel they are being robbed of their substance. 


An Alternative Pregram 

Realizing the lengths to which income tax- 
ation has gone, representatives of business and 
many independent tax experts have urged more 
emphasis upon the excises. This accords with 
the principle of broadening the tax base, giving 
added stability to the revenues, and reaching the 
large amount of personal income that for one 
reason or another escapes income tax. At the 
same time it means taxing income as it is spent, 
rather than as earned, thus preserving the in- 
centive to earn and save, but discouraging spend- 
ing, the principal cause of inflation. 

The Committee on Federal Tax Policy, in its 
study cited earlier, recommends stepping up the 
contribution of excise taxes to at least 25 per cent 
of the national revenue. Instead, however, of 
extending the present “illogical, inequitable, and 
discriminatory” system of selective excises, the 
committee would do away with it entirely, ex- 


cept for taxes on liquors and tobaccos, and levy 
instead a general, across-the-board excise, or 
sales, tax on all consumer products save the es- 
sentials of food, clothing, and medicines. As be- 
tween a retail sales tax and a manufacturers’ 
excise tax, the committee weighs the pros and 
cons and comes out in favor of the latter levied 
at the point of final manufacture. The manu- 
facturers’ tax was chosen mainly because of 
greater ease and lower cost of administration, 
avoidance of conflict with state retail sales taxes, 
and the long experience record with this tax as 
applied to numercus individual commodities. 


The committee estimates that the proposed 
manufacturers’ tax (after replacement of all other 
excises now levied with the exception of liquor 
and tobacco taxes) at 7% per cent would yield 
additional revenues of $3.0 biliion, at 10 per cent 
$5.4 billion, and 12 per cent $7.4 billion. 


Sales Taxes Hard on the Poor? 

There is, of course, great hue and cry against 
the general sales tax on the ground that it is 
“regressive” — that is, takes a larger proportion 
of a small than of a large income. For this reason 
it is supposed to be poiitical poison despite its 
widespread acceptance in the States. 

As a matter of fact much of the opposition to 
sales taxes appears to be based upon parrot-like 
repetition of popular prejudices rather than upon 
informed opinion. Canada for many years has 
had a general manufacturers’ sales tax, recently 
at 8 per cent but now raised to 10. Apparently 
this tax stirs up some of the same kind of opposi- 
tion there that it does here. Finance Minister 
Abbott, in his er i speech last April, dispelled 
some of the mythology regarding this tax, in the 
following passages: 

I have given very careful thought to the so-called 

eneral sales tax. I say “so-call eneral sales tax” 
use it is really very far from being such. Our 
t sales tax has a very long list of exemptions. 
About ninety-five per cent of all foods are free of sales 
tax. All fuels and all building materials are exempt. I 
think it is safe to say that two-thirds of the average 
Canadian family’s total spending is not touched by the 
sales tax. 

Contrary to the frequent assertion, the sales tax does 
not strike a higher proportion of the expenditures of the 
low income group. Calculations based on recent family 
budget studies made by the Dominion Bureau of Statistics 
indicate that in the lowest income groups only about 
one-quarter of the total income is spent on goods sub- 
ject to sales tax; at the $3,000 a year level about one- 
third of the family income is spent on goods subject to 
this tax. 

This 33 per cent of income spent on taxed commodi- 
ties extends to beyond the $6,000 a year level. Only 
when eee ae or = a year are the 

rtion come S$ on subject to tax 
saat fo decline, and this is just “me point where 
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our income tax starts to become sharply progressive. To 
say that our sales tax is a harsh regressive tax simply 
is not true. 

In like manner, the manufacturers’ excise tax 
proposed here by the Committee on Federal Tax 
Policy, would exempt such basic essentials as 
food, clothing, shelter and medicines, represent- 
ing the great bulk of the expenditures of our 
low-income groups. Also, the United States too 
has a steeply progressive income tax, which must 
be considered in talking about the “regressivity” 
of excise or sales taxes. 

Finally, it is fair to ask how, after all the fiscal 
foolishness and extravagance of the past two 
decades, it can be supposed that the average 
man can escape paying some of the bill. The 
spenders have been having a field day pass- 
ing out the “more abundant life” for everyone, 
on the theory, apparently, that only the rich 
would pay. As was pointed out by the Presi- 
dent’s Council of Economic Advisers in January, 
by far the largest part of the additional revenue 
must come from the middle and low tax brackets. 


Foreign Aid Program 


At this writing Congress is still struggling to 
strike a balance between revenues and expendi- 
tures in the 1952 fiscal year. The deficit. officially 
estimated at $10 billion, presumably will be cov- 
ered in part by another tax increase, the third 
since the Korean war broke out. Tax increases 
are not the best means to hold the budget in 
balance for they are bound to add to the upward 
pressure on prices as well as to encroach upon 
resources and incentives for production. Thus 
Congress, in attempting to cut appropriations 
below amounts requested by the President, is 
dealing with the inflation problem in a most ef- 
fective way. It is natural that the $8% billion 
foreign aid program, among other requests for 
money Congress has under consideration, should 
come up for careful review. Difficulties with 
advancing taxes make this imperative. 

Senator Tom Connally of Texas, chairman of 
the Foreign Relations Committee, put the prob- 
lem in explosive language when, accusing the 
ECA of “trying to cover the earth”, he said: 

You fellows who spend all of your time spending the 
government’s money never think where the revenues 
come from. 

It was in this general environment that Secre- 
tary of State Acheson, testifying before the Sen- 
ate Foreign Relations Committee July 26, dis- 
closed that the current request for $8% billion 
is only the first instalment in a proposed long- 
range foreign aid program and mentioned $25 
billion as the sum that would be needed for the 





next three years to provide our allies with es- 
sential equipment for defense. Not until the 
1955 fiscal year, he estimated, would there be 
substantial reductions. This was a startling and 
unexpected development. No responsible official 
had previously suggested that foreign military 
aid would run on such a scale and for so ex- 
tended a period. Only two months ago the 
President properly stated that the mutual se- 
curity program is “not a program under which 
we will carry the rest. of the free world on our 
backs” but is “founded on the principle of mu- 
tual effort and the knowledge that we can help 
effectively only those who help themselves”. 
He also said: 

... the mutual security program is designed to 
pot as our safety will permit. The creation of 
effective military forces in being, coupled with increased 
gent will make it possible, within a few years, 
or most areas of the free world is to maintain their 


defenses and sustain their economies without further 
grant assistance from this country. 


Time to Take Stock 

Secretary Acheson’s plans and figures thus 
seem to put a new complexion on the foreign aid 
programs. It is a good time to take stock of what 
we have done and are planning to do in this area. 

There are also other circumstances that make 
the present a timely occasion for a review of 
foreign aid programs. The current fiscal year, 
which ends June 30, 1952, is the scheduled fourth 
and final year of the European Recovery Plan, 
inspired by Secretary Marshall in 1947 and car- 
ried out by the Economic Cooperation Admin- 
istration formed for the purpose. With the 
extensive recovery in European production and 
the recognized threat of renewed inflation that 
we face, the Administration proposals to con- 
tinue large scale economic aids to Europe, and 
also to accelerate programs for development of 
“underdeveloped” areas of the world — all on top 
of growing military aids—raise a serious ques- 
tion as to whether we are not biting off more 
than we can chew. 

However great the productive capacity of a 
country, there are limits to what can be afforded. 
The best signals we have when government over- 
strains that capacity are over-taxation, spiralling 
inflation, breakdown of productive saving, and 
loss of gold reserves. When these things came 
to Europe, we stood by to lend a helping hand. 
If these things come to the United States, there 
is no one strong enough to intervene and fore- 
stall a crisis. 


The $3 Billion Total 


The Administration did not have detailed for- 
eign aid proposals ready when the Federal bud- 
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get for fiscal ‘52 was submitted to Congress last 
January although military and economic assist- 
ance, in total, was tentatively scheduled to cost 
$7.1 billion, an increase of $2.7 billion over the 
figure for fiscal 51. To permit these expendi- 
tures, the President, in a message to Congress 
May 24, asked for $8% billion in new foreign 
aid appropriations as follows: 


Area Economic Military 
Europe $ 1,650 million $ 5,240 million 
Middle East and North Africa _~ 415 “ 
Asia 5: ° 555 ** 
Latin America .......... aur .-2 :..¢ 
Administrative expenses ~~ eee 








Total $ 2,250 million $ 6,250 million 

The official estimate of money actually to be 
spent in the 1952 fiscal year remained at $7.1 
billion. The table below shows this expen- 
diture estimate and its major components in 
the background of the various and successive for- 
eign grant and loan programs that have been 
undertaken since the wartime “Lend-Lease” 
program was terminated in the autumn of 1945. 

The biggest current item is the Mutual De- 
fense Assistance Program (MDAP), launched 
to support rearmament of the Western Euro- 
pean nations which have associated themselves 
with the United States in the North Atlantic 
Treaty Organization (NATO). Aids given by 
the United States include, besides military 
forces covered under the $40 billion budgeted 
for national defense, gifts of military “end-items” 
(such as tanks, guns and planes) and materials 
and tools for armament production. In this con- 
nection it needs to be noted that many Euro- 
pean political leaders have been less apprehen- 
sive of a general war, and rearmament in Europe 
has been described as six months behind the 
American schedule. Thus, with the possible ex- 
ception of the United Kingdom, defense outlays 





have not yet at least put the pressure on Euro- 
pean gold and dollar reserves that ECA officials 
were anticipating a year ago. One question is 
whether the longer and bigger program of U. S. 
military aids is designed to make up for the re- 
ported lagging of the European defense effort. 
Another question is whether the more we try to 
do, the less European nations may see the need 
to do themselves. 


In the case of the United Kingdom, the inter- 
national trade position has become less favor- 
able as a result particularly of increased imports 
at sharply advanced prices. In a mid-year re- 
view of the situation, on July 4, Chancellor of 
the Exchequer Gaitskell urged exporters to 
greater efforts in finding foreign markets and 
said that “if industry feels unable to achieve 
considerable increases, the situation will begin 
to look very serious”. 


Loans for Economic Development 

The $2% billion economic aid, as well as the 
$6% billion military aid recommended by the 
President, would be in the form of grants of 
goods or money. Beyond this, he recommends 
a $1 billion increase, from $3% to $4% billion, 
in the lending authority of the Export-Import 
Bank “in order that full use may be made of the 
opportunities for loans, especially to develop 
strategic materials”. At the close of June, 1951, 
the Bank had outstanding $2,315 million in 
loans, $686 million in undisbursed authoriza- 
tions, and $499 million in uncommitted funds. 


Developmental loans would represent a new 
direction of emphasis for the Export-Import 
Bank, which was founded to supplement private 
facilities for financing U.S. trade, and establish 
it as a major competitor not only with private 





Postwar Expenditures by the U. S$. Government for International Finance and Aid 


(In Millions of Dollars) 
Fiscal Years Ended June 30: 


1946 1947 1948 1949 1950 1951 Total 
United Nations Relief and Rehabilitation Administration.nn$ 664 $1,501 $ 268 $ 25 2,458 
Lend-Lease “Pipeline” and Surplus Property Credits 2,248 680 253 47 8,128 
Payments to International Monetary Fund and Inter. Bankt 159 8,226 shee <m 3.385 
Loan to United Kingdom 2,050 1,700 aba 8,750 
Government and Relief in Occupied Areas 614 8381 1,333 4,035 
Greek - Turkish Assistance neal 161 279 642 
Interim Aid to Europe panes 493 75 ie 673 


Economie Cooperation Administration (mainly European 
Recovery Program) 11,710 


Mutual Defense Assistance Program cme — » 6,427 
Export - Import Bank 568 938 465 — 60 2,150 
All Other 141 1,390 


$39,648 

















— — 134 4,043 








eam 








Total $3,639 
* Administration proposals. 
t Under Bretton Woods Agreements Act of 1945. 


Source: Based on official data published by the U. S. Treasury Department and Clearing Office for Foreign Transactions, 
Department of Commerce. 


$8,950 $4,748 $6,091 $4,426 
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capital, but with the World Bank. The latter 
has development loans as its prime purpose; 
has been doing a fine job of analyzing develop- 
mental possibilities, country by country; has 
been and is making loans selectively and effec- 
tively; and possesses ample borrowing power to 
take on all projects that show good promise of 
being able to pay their way out. Development 
is a long-term process, demanding, besides 
patience, a favorable climate for enterprise and 
a receptivity to new and better ways of doing 
things. The difficulty with development is not 
lack of money, but such factors as lack of skills 
to use modern machinery, political instability, 
prejudice against foreigners, onerous taxation, 
and arbitrary limits on business profits: It is 
doubtful if the American taxpayer should ven- 
ture, through the Export-Import Bank, where 
neither the private capitalist nor the World 
Bank has dared to tread. 


Economic Aids 

The bulk of the military aid would go to 
Europe and the same is true of economic grants, 
though large amounts are also programmed for 
other areas — for defense purposes, to raise liv- 
ing standards, or to assist economic develop- 
ment. Particular doubts have been expressed 
as to the desirability of continuing the ECA be- 
yond its scheduled June 30, 1952, termination 
date. The ECA, it will be recalled, was set up 
in 1948 as an incependent government agency, 
with Mr. Paul Hoffman as Administrator, to 
handle the funds made available to cooperating 
European countries in accordance with a Re- 
covery Plan designed —in the expressive words 
of Mr. Hoffman — “to get Europe off our backs”. 

While the ECA has been given ancillary re- 
sponsibilities in other parts of the world, its 
main sphere of operation has been Europe, 
working with and through the Organization for 
European Economic Cooperation (OEEC). The 
recovery of production in participating coun- 
tries has been rapid, especially since the cur- 
rency devaluations of 1949 brought European 
export prices into more realistic relationship to 
world market conditions. For this achievement 
the ECA and the OEEC share credit with the 
individual participating countries, especially for 
activities which have added to productive facili- 
ties, aided in the restoration of confidence 
in money, and lowered barriers to intra-Euro- 
pean trade. The following table shows produc- 
tion gains over prewar for Western Europe. 

The increase in production has directly en- 
larged supplies of goods for home consumption 
and also for export. The enlarged earnings from 


Western Europe: Recovery of Production 


Calendar Industrial Crop Agricultural 
Years Production Years Production 


1938 equals 100 Prewar equals 100 


77 1947-48 85 
87 1948-49 93 
101 1949-50 103 
116 1950-51 109 
veilestnssiehipacacn Saw 
1951 First quarter .... 139 
Note: The industrial production index includes Great Britain, 
France, Western Germany, Italy, Belgium, The Netherlands, 
Sweden, Denmark, Norway, Ireland, Austria, Greece and Tur- 
key; the index of agricultural production includes also Switzer- 
land and Portugal. 
Source: Quarterly Reports to Congress of the Economic Co- 
operation Administration. 





exports, in turn, have permitted a freer access 
to imported goods and relieved the necessity 
for outside financial and economic assistance. 
U. S. Government grants over the past two 
years have been more than enough to cover the 
reduced deficits in European balances of pay- 
ments and thus have served to increase gold and 
dollar reserves. For the United Kingdom and 
France, among other countries, these reserves 
were at a very low ebb during the first years of 
the Program. In fact, near exhaustion of re- 
serves — “dollar shortage”—was the proximate 
cause for undertaking it. 

The chart portrays the postwar changes in 
gold and dollar reserves, in comparison with the 
prewar December 1938 levels, by geographical 
areas of the world. Separate curves are given 
for countries which hold the largest reserves — 
the United Kingdom (partly in behalf of the 
“sterling area”), Switzerland, and Canada. When 
all areas are combined, the increase in gold and 
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dollar holdings abroad, since September, 1949, 
exceeds $5 billion. U. S. gold reserves in this 
period have declined by $2.8 billion, and for- 
eign short-term dollar assets have increased by 
more than $1 billion. Since 1949 newly-produced 
gold has been absorbed into foreign official re- 
serves or sold in free markets, in either case 
helping to restore confidence in money. 


Contribution of Congress 

The nations cooperating in the European Re- 
covery Program have demonstrated capacity for 
self-support which in turn has built confidence, 
restored national pride, and strengthened will to 
resist aggression. These worthy ends have been 
reached under a program launched with the 
understanding that American aid would be ex- 
tended for four years (1948-52) and in dimin- 
ishing annual amounts. The four-year cost of 
the European program, when the first year’s 
appropriation was passed in May, 1948, was 
estimated by the President’s Committee on For- 
eign Aid at a maximum of $17.2 billion and a 
minimum of $12.5 billion. The cumulative 
amount actually spent through April 30 of this 
year was $9.6 billion. With fourteen months to 
go, up to June 30, 1952, there has been every 
indication that the program could be wound up 
within the minimum $12.5 billion estimate. 


In a very real way, the U. S. Congress has 
contributed vitally to this successful record by 
its skeptical attitude toward requests for funds. 
Appropriations have been made on a year-to- 
year basis, and suggestions to step up the scale 
of European aid, or to keep going beyond 1952, 
have been rejected out of hand. With the June 
30, 1952 dead-line staring ahead, European na- 
tions were under a practical compulsion to take 
effective moves toward self-support. In a state- 
ment before the House Foreign Affairs Com- 


mittee on July 10, Mr. William C. Foster, who © 


succeeded Mr. Hoffman as ECA Administrator, 
was able to say: “The process of recovery is 
now such that we could limit dollar assistance 
to a few special cases were it not for the Soviet 
design to subvert and subjugate our allies”. 


A Lesson of Experience 

The ECA program clearly has had a substan- 
tial measure of success. Results desired have been 
achieved, and with less financial aid than was 
commonly expected at the outset. 

At the same time, the ECA experience, not to 
mention predecessor aid programs, has also em- 
phasized dangers. Even within the reduced ap- 
propriations allowed by the Congress there has 
been unnecessary waste. Any political loan or 


grant has an uncommon amount of waste as an 
almost inevitable ingredient. Moreover, we have, 
by aiding governments in power, taken unto 
ourselves a responsibility for policies followed 
by various foreign governments and for post- 
ponements of needful corrections to unsound 
policies. 

One vital lesson out of the experience is how 
open-handed grants can distract the attention of 
recipients from the fundamentals of economic 
progress, create competition to see who can get 
the most, and make a virtue of improvidence as 
a qualification for aid. Fortunately for us, Euro- 
pean governments universally have not suc- 
cumbed to this temptation. Those who have 
hewn to the straight and narrow path of sound 
finance naturally have had the least need for aid. 

The $25 billion of foreign military aid pro- 
posed by Secretary Acheson may have its greatest 
merit as a warning to the aggressor of the extent 
to which at least one Administration official 
would go in providing military equipment to 
friendly powers overseas. At the same time we 
must not reckon without the effect upon these 
countries. Responsible people abroad express 
concern over the excessive demands being made 
on world supplies of raw materials, the dangers 
of loading big military outlays onto swollen 
peace-time budgets, their problems of collect- 
ing more taxes, and difficulties of reeducating 
people to consider government bonds a better 
investment than gold or other material goods. 
While grateful for our help, they get the uneasy 
feeling that we may promise too much, de- 
preciate the dollar by giving out too many, open 
the flood-gates of world-wide inflation, and do 
more harm than good by mistaken generosity. 

The American people are solidly behind the 
policy of building military and economic strength 
of this country and its allies. We should not 
under-rate the potential of these allies — as some 
of the public hearings on foreign aid legislation 
have seemed to do. In the past England, France, 
Germany and Italy, among others, have shown 
themselves capable of producing instruments 
of war second to none. The defensive stren 
that we mutually seek cannot be bought with 
dollar appropriations which promote attitudes 
of dependency or threaten to destroy the use- 
fulness of the dollar as an anchor of monetary 
stability. That strength must be one built out 
of cooperation among self-reliant partners, and 
around a core of sound economic and financial 
policy. After all, the best thing we have to con- 
tribute to anybody is the example of what free 
enterprise and free individuals can accomplish. 
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